Office of Chief Counsel
Internal Revenue Service

rpammandum

date:

to: Chief, Examination Division, District
Attn: Branch 1 Case Manager

from: District Counsel, _ District, _

swpyect: [ - - tc
support Payments.

This memorandum is in response to your request for advice

regarding the treatment of rate support payments received b

ffffffffffffffffffffffffffffffffffffffffffffffffffffff —piaedill é
. These 1ssue are being coordinated with Robert
Casey and Willie Armstrong in our National Office. The advice in

this memorandum is subject to post-review in the National Office,
which we will expedite. If vou have any questions, please call
the undersigned at ﬁ, voice mail box # .

DISCLOSURE STATEMENT

This advice constitutes return information subject to I.R.C.
§ 6103. This advice contains confidential information subject to
attorney-client and deliberative process privileges and if
prepared in contemplation of litigation, subject to the attorney
work product privilege. Accordingly, the Examination or Appeals
recipient of this document may provide it only to those persons
whose official tax administration duties with respect to this
case require such disclosure. In no event may this document be
provided to Examination, Appeals, or other persons beyond those
specifically indicated in this statement. This advice may not be
disclosed to taxpayers or their representatives.

This advice is not binding on Examination or Appeals and is
not a final case determination. Such advice is advisory and does
not resolve Service position on an issue or provide the basis for
closing a case. The determination of the Service in the case is
to be made through the exercise of the independent judgment of
the office with jurisdiction over the case.
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ISSUES

mr Bl shculd be required to include retail, -,
and

support payments from [l in income in the year in
which they are received. '

2. If HElMis pernmitted to treat the || suprort

payments as an adjustment to basis rather than current taxable
income, should the basis adjustment be made to the - asset or
the NG -

3. If is permitted to treat the support
payments as an adjustmentito the basis of the rather than
an adjustment to the underlying or as taxable income,
would that constitute an unauthorized change in the method of
accounting?

PROPOSED CONCLUSIONS

1. M is not required to include retail, |l or
e support payments from il in income in the year in which they
are received.

2. The = support ents should be applied as an
adjustment to the basis of the to which it relates.

3. Requiring-to treat the_ support payments
as an adjustment to the basis of the underlying does not

constitute an unauthorized change in the method of accounting.
FACTS

The relevant facts are more fully set forth in the Technical
Advice Memorandum ("TAM") issued to I -» this issue
I o , and in the briefs filed by the
government and in the case before the
United States Tax Court concerning the tax year, Docket No.
B They are briefly summarized below.

The treatment to be afforded rate support payments (defined
below) by both and its wholl
owned subsidiary,

has been an issue in the three prior audit cycles, I
and . ror the and NG cvcles,
only retail rate support and support were at issue.
In the I cycle, support became an additiocnal
issue and all three rate support programs are at issue in the
current cycle. The ] tax year was tried at Tax
Court in "
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The issue raised during the examination of the rate support
issue included the impact of rate support payments on both and
Bl The initial proposed impact on was to treat the rate
support payments it received from-as currently taxable income
instead of the deferred treatment reported. During the Tax Court
litigation the IRS took the position that both the retail and

rate support payments should be treated as basis reductions
to the underlying retail and loans. See, Brief for
Respondent, Docket No. , page 40. Thus, R s deferred
income treatment for retail and rate support payments was

permitted.
Hto defer its
until such time

as M recognized the rate support payme into its taxable
income. However, the Tax Court held that is not required to
defer the deduction for the rate support iaiments to match the

deferred recoinition of the iaiments bi See

I orovides financing to eligible buyers and lessees of
Il products. During the period M through I, offered
three types of incentive financing programs through dealers
and They are described below:

The proposed impact on -was to requi
deduction for rate support payments made to

ILow Interest Rate Financing to Non-Fleet Buyers

Beginning in [ i lcffered consumer incentives in the
form of below-marKet interest rate loans to retail customers
(I customers) to encourage sales at a time when interest
rates were high. This incentive financing was offered by i}
through [l dealers and Bl The program was structured so that
B r:ather than [l dealers or would bear the cost of the
program. -agreed to pay the discounted present value of
the difference between the interest that would have been earned
on the note had it borne a market rate of interest, and the
interest that would be earned at the below-market rate. This
payment is referred to as the "Retail Rate Support Payment"
(RRSP). | recognizes the RRSP income as a reduction in the

basis of the underlying loan and includes as income, the customer
payments over the life of the loan.
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Low Interest Rate Financing to Buyers

For many years in order to meet the competition of other
manufacturers for sales with buyers (e.g. rental agencies),
B 2greed to offer these buyers low interest rate
financing. The financing negotiated with the [JJj customer is
provided, with the support of [} by HHll or in some cases
another unrelated financial institution preferred by the -
customer.

Under the subject financing arrangement [l agrees to
finance eligible fleet buyers' loans at below-market interest
rates. [lin turn nas agreed to pay I or some other
unrelated financial institution, the present value of the
difference between the interest that would have been earned on
the loan had it borne a market interest rate and the interest
that would be earned at the below-market rate. This payment is
referred to as the "Fleet Financing Payment" (FFP). H
recognizes the FFP income on a deferred basis over the life of
the loan.

ow_Interest Rate Financin elative to the

I T easing Programs

The— began in the fall of [l
Under this plan, dealers acted as aient for in executing

vehicle leases with lessees for either vehicles.
Oon introduced it's Plan

{ . dealt with the leasing of vehicles,
and became limited to the leasing of non-llll vehicles (I

N -

and

One of the major changes to |} s leasing activity was a
change in the legal relationships/responsibilities of the parties
to the lease arrangement. [fimaintains that the change was made
in order to create increased responsibility and liability on the
dealer in connection with the leasing of vehicles.

Under both I -:»c BBl thc dealer no longer

acts as |l s agent in executing the lease agreement, but rather
acts as lessor when entering into a lease agreement directly with
a retail customer. If acceptable to the dealer-lessor

subsequently assigns the lease and the vehicle to

In [, B introduced its | xooran.

Under this program the customer makes a single up-front payment

on the lease reflecting a lower total payment as compared to a
ctandara MMM tfcective in M, HES——

was expanded to include non-Jjjj vehicles.
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puring [l through . incentive leases were entered
into with retail customers that contained below-market (implicit
interest) lease rates offered by the dealers through The
incentive lease programs were offered under and
. Incentive financing pr
under (non4ll vehicles) or under

* ograms were not offered
for non-
Bl affiliated vehicles during the period through .

During periods when incentive lease programs are offered,
will earn less lease income on those leases carrying below-
market lease rates. [ has agreed to make whole by paying
the lease rate support payment which is the difference
between the present value of the total lease payments without a
reduced lease rate and the present value of the total lease
payments with a reduced lease rate.

Lease Rate Support is calculated as follows:

Monthly rental payment at the non-incentivized rate i
Monthly rental payment at the incentivized rate

Monthly rent difference $
less: Early Termination Factor
Net Difference

X Term of 36 months

Present Value

plus: 1-month delay

Total Lease Support Payment

In response to an inquiry form the audit team regarding the
treatment by [JJj o the h payments, responded
that they do not recognize income from the payment of

rate support payment made by [lunder the rate-support programs.
Rather, such payments reduce the basis of the applicable vehicle

purchased by |l fron the dealer.

It should be noted that this treatment of the rate support
payment by I (i.e., a basis reduction of the leased vehicle)
was not mentioned in the prior cycle by

The above response from[ [l regarding the treatment of the
lease rate support payments was later contradicted by its
response to IDR* In said response they state that:
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" (emphasis

added)

Included with this response, [l filed an affirmative issue
(which, as discussed below, has now been conceded by Il for
seeking to reduce taxable income in each year -through
caused by reversing [l s reported income amortization and
making a downward basis adjustment to the leased vehicles for the
lease rate support payments.

The affirmative issue sought to reduce taxable income by

$

$ S and I tor tax
years I and

.: respectively. The reduction to
taxable income was based on s position that the lease rate
support payments received by i fron [llreduce the cost of the

leased vehicle, thereby reducing [l s tax basis
in the vehicle.

The net effect of the change resulted in a reduction to
taxable income in each year as follows:

¢
$
$

$

Total

I orovided an amortization schedule which reflects the
amount of lease rate support billings recognized into income by
over the period N throuih - which include both

rate support and rate support. -
stated that the economic accrual method was used for the
contracts through and the straight-line
method was used for contracts acgquired

thereafter. Amortization was over the average contract term.
also stated that it is unable to separately identify the

and | -i11ings, thus, it is assumed that
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the economic accrual method of reporting the lease rate support
income and the switch to the straight line methed in

applies equally tc | r2te support.

however, now agrees with the audit team's position
that the lease rate support payments should be applied as an
adjustment to the basis of the lease.

Discussion and Analysis

Retail, Fleet., and Lease Rate Support Pavments

Based upon both oral and written advice received in
connection with the trial of the -year, Chief Counsel's
Office has concluded that [l properly did not include the
amounts received from Il as taxable income and that -properly
reduced its basis in the assets by the support amounts it
received. For the retail program, the payments at issue are
viewed as payments by=to to induce S to purchase notes
from -dealers for an amount greater than the notes' fair market
value. 1In the fleet program, the payments are to induce | to
lend at below-market rates. Although not specifically considered
for the trial, lease rate support is closely related to the
retail rate support scenario. The lease merely represents. the
purchase of a portion of the vehicle in terms of its use for a
specified period of time (e.g. 24, 36 months lease). For the
lease rate support program, the payments are to induce the
purchase of the lease contract with the below-market rate of
interest.

In Brown V. Commissioner, 10 B.T.A. 1036, 1054-1055 (1928),
acg., VII-2 C.B. 5, the Board of Tax Appeals held that an amount
received by a buyer from a third party to induce him to purchase
property is a reduction of the buyer's cost of the property,
rather than income to the buyer. 1In Freedom Newspapers, Inc. V.
Commissioner, T.C. Memo. 1977-429, the Tax Court held that the
buyers basis in the property must be decreased by amounts paid by
a third party to induce the purchase. See also Rev. Rul. 76-96,
1976-1 C.B. 23 (new car purchaser must reduce basis in automcbile
by amount of manufacturer rebate); Rev. Rul. 73-559, 1973-2 C.B.
299 (basis in acquired mortgage is reduced by amount of
inducement payment).

Under Brown and_Freedom Newspapers, the retail, fleet and
lease rate support payments fromﬂ%—-are not includible in
as income to E For retail and lease rate support the
payments are made to induce the purchase of the note and lease,
respectively, both of which contain below-market rates of
interest. Consequently, [l nust reduce its basis in each note
or lease by the amount of the related rate support payment. This
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theory focuses on the nature of the transaction as a property
purchase by IR

For Fleet rate support, the payments are made to induce

to lend at a below-market rate interest. In Rev. Rul. 73-
559, 1973-2 C.B. 299, the service examined special assistance
programs between GinnieMae and FannieMae to support the market
for certain mortgages. Pursuant to the program FannieMae was
committed to purchase mortgages at a price that was higher than
the market price for such mortgages. Upon making such a
purchase, FannieMae was entitled to receive from GinnieMae an
amount equal to the difference between the purchase price and the
market price. Thus, GinnieMae bore the financial burden of the
payments, and the mortgagor receives the higher than fair market
value payment for the mortgage. The Service held that the basis
of mortgages acquired by FannieMae is the amount paid less any
payment received from GinnieMae to induce FannieMae to acquire
the mortgage from the originator. 1In the instant caseﬁ like
FannieMae, pays higher than market value for the fleet note
receivable, with the assurance that it will receive the
differential payment form |l

since the BB rate support transactions are
substantially similar to the GinnieMae/FannieMae transaction in
Rev. Rul. 73-559, we believe that [l nay treat the rate support
payments (retail, fleet and lease) in the same manner as that
determined in Rev. Rul. 73-559, i.e. as not includible in income
but as a reduction in basis of the acquired asset.

We would note here that for the fleet finance transactions,
the [l payment to M is not to induce [l to purchase
installment notes between the vehicle customer and the selling
car dealer. Rather, the payments are teo induce M to directly
make below-market rate financing available to the purchasing
fleet customer. 1In contrast to the lease and retail rate support
payments, which require a reduction in the purchased lease or
note, the fleet rate support payment is a reimbursement to
which effectively reduces the net amount that BN pays out in
the lending transaction to the fleet buyer. Because the note
from the fleet buyer reflects the face amount (vs. market value)
of the loan, s fleet rate support payments serve to reduce the
amount advanced in the lending transactions. Through the
reduction of the basis in the fleet financing note to the fleet
purchaser, [l realizes discount income over the term of the
note. As set forth above, the inducements are more properly
taken into account as basis reductions and not as income when
received.
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Lease Rate Support Basis Adjustment

The resolution of the issue above with respect to treating
lease rate support payments as a basis adjustment begs the
follow-up question: Which asset's basis should be adjusted? 1In
the lease transaction, |l purchases both the lease and the
underlying vehicle from the dealer.

If the adjustment is to the leased vehicle, then the effect
on taxable income is through the cost recovery of the leased
vehicle. That is, because the basis of the leased vehicle is
reduced by the lease rate support payment, less total cost
recovery would occur. Since cost recovery is under the Modified
Accelerated Cost Recovery System (MACRS), the lease rate support
is in effect reported into taxable income at the MACRS rate for
five year property. Under MACRS, the percentage rate over
years one through six would be 20%, 32%, 19.2%, 11.52%, 11.52%
and 5.76%, respectively. In | elected the alternative
depreciation system, therefore, the lease rate support is in
effect reported into taxable income at the straight line rate
over 5 years.

If the adjustment is to the lease receivable, then the
effect on taxable income is to report the lease rate support
payment as income on a straight line basis over the average life
of the lease, typically two to three years.

After the lease is executed between the [ldealer and the
lessee, both the lease and vehicle are transferred to
whereby Il steps in as lessor. When the lease contains a
below-market lease rate, -will receive a lease rate support
payment from[lll The lease rate support payment received by N
from can be applied as a basis adjustment to the asset to
which it relates. See Freedom Newspapers, Inc., 36 T.C.M. 1755
(1977); Brown v. Commissioner, 10
B.T.A., 1036 (1928), acq., VII-2 C.B. 5.

Resolution of this issue turns on an analysis of the
underlying transaction for which the rate support payments were
received. In the present case, the genesis of the rate support
payment is the lease agreement. It is the lease agreement that _
contains the below-market lease rate which in turn results in |}
being obligated to make I «hole on those leases. Therefore,
the lease rate support payment is intrinsically tied to the lease
receivable and that is the asset for which a basis adjustment
should be made.
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As discussed above, [l reported lease rate support
payments received from its parent company, Il as deferred inconme.
Through I the income recognition was under the econonmic
accrual method over the average life of the related contract.
Beginning in recognized such income under the
straight line method over the average life of the related
contract. On filed an affirmative issue
(claim) seeking reduce taxable income for the years -through
B on the basis that the rate support payments should be
treated as an adjustment to the basis of the vehicle. The
taxpayer now agrees that the lease rate support payment received
by fromi should be applied as a basis adjustment to the
lease rather than to the vehicle. As discussed below, i1}
be permitted to change the reporting of the lease rate support
payments from its present method to treating the payments as an
adjustment to the lease receivable.

Accounting Method Change

Ordinarily, Il s change in. and the change proposed by
the affirmative issue raised in would be denied on the
basis that it constitutes a change in the method of accounting
for which [JJf would be required to seek permission for the change
by filing a Form 3115, Application for Change in Accountin
Method. However, since the Service has already permitted to
make a basis adjustment to its notes receivables for retail and
fleet rate support payments, [Jllvill be permitted to make a
basis adjustment for the lease rate support payments consistent
with the advice of this memorandum.

Should you have any gquestions regarding this matter, please
contact, the undersigned attorney at GGG .

District Counsel

By:

Attorney




